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11 The Gold Market 


The development of the gold market in China is closely related to the reform of the gold 
management system, and the opening of the Shanghai Gold Exchange in October 2002 
was symbolic of the substantial progress that China had made in this regard. With the 
consolidation of the financial restructuring and of Chinas entry into the WTO, the gold 
market will gradually develop into an investment market characterized by diversity in 
instruments of exchange and universality of involvement from investors. It will be an 
important component of the financial market in China. 


Historical development 


Gold markets appeared in China as early as the 1970s, when the world gold price began 
a seemingly inexorable rise while the price of silver began to fall, leading to violent 
fluctuations in the gold—silver exchange rate. At that time, most of the gold transactions 
were conducted in the Shanghai Gold Exchange, and involved the spot and future 
transactions of standard gold. 


There is a history of markets for precious metals in China. At the close of the Qing 


Dynasty (late 19 and early 20" centuries), China utilized the silver standard. Up to the 
1920s and 1930s, the gold market was centered around Shanghai and had developed into 
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the biggest of its kind in the Far East. In 1938, during the Anti-Japanese-Aggression War, 
the Shanghai Gold Exchange closed, but the spot and futures transactions of standard gold 
still continued between the major silver shops. During the Civil War between 1945 and 
1949, gold markets of all kinds continued to operate. 


After the founding of the People’s Republic of China and the introduction of a highly 
centralized system of economic planning, all goods, including gold, were sold, bought and 
distributed by the state, with related funds appropriated vertically and prices set uniformly. 
In 1983, Gold and Silver Management was modified and issued by the State Council to 
permit the free trading of gold jewelry, so the gold market began to develop to a certain 
extent. However, this activity was limited to the buying and selling of gold jewelry and, as 
the prices were set by the state, it could not really be called a market in the true sense of 
the word. 


In April 2001, with the increase in Chinas gold and foreign-exchange reserves and the 
deepening of the reform of the financial system, the People’s Bank of China declared the 
cancellation of existing gold management policies and decided to incorporate the Shanghai 
Gold Exchange. This began with a test run from November 2001, and went into formal 
operation on October 30, 2002, bringing to an end 50 years of uniform gold buying and 
selling. The operation of the Shanghai Gold Exchange symbolizes the transition from 
planned management to a market system and announced the birth of a true gold market 
in inland China. 


Current developments 
e Shanghai Gold Exchange 


Currently, the Shanghai Gold Exchange (SGE) is the only legal gold exchange in China, 
approved by the State Council and incorporated by the People’s Bank of China, and it 
provides a venue for transactions in precious metals. The Exchange operates from Monday 
to Friday (except China’s legal holidays), 10:00-11:30am, and 1:30-3:30pm. In November 
2005, night transactions were introduced, from 8:55—11:30pm, Monday to Thursday. 


The members of the SGE are financial institutions registered in the PRC and corporations 
registered to produce, smelt, process, wholesale, import and export precious metals and 
associated products. Such financial institutions and corporations are required to have good 
credit and reputation. Currently, the Exchange has 128 members, from 26 provinces, 
municipalities directly under the central government, and autonomous regions. Membership 
is divided into three types: financial, general and self-supporting. Financial members can 
conduct their own business, act as agents and undertake other approved business. General 
members can conduct their own business and act as agents. Self-supporting members can 
conduct their own business. Currently, there are 16 financial members, 100 general 
members and 12 self-supporting members. These are mainly the leading gold production 
and consumption enterprises, which between them account for 75% of production, 80% 
of consumption, and 90% of smelting capacity in China. 
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In the trade of standard gold and platinum, the SGE follows the principle of “price priority, 
time priority” in its dealings, using centralized bidding and matching settlement in its 
transactions. Transactions in non-standard products follow a pattern of enquiry, free 
quotation and negotiated settlement. The Exchange has three spot transaction products for 
binding offerings, Au99.95, Au99.99 and Au50g; as well as two spot margin transaction 
products, Au(T'+5) and delayed delivery. For platinum, there are Pt99.95 spot firm bargain 
and Pt(T+5) spot margin transactions. Silver transactions have delayed delivery contracts. 


In addition, with the approval of the People’s Bank of China, the four banks — the Bank 
of China, the Industrial and Commercial Bank of China, the China Merchants Bank and 
the China Construction Bank — have also introduced their own gold investment products 
related to the Shanghai Gold Exchange. They have created channels for ordinary gold 
investors, and have thus become a part of the gold market. 


e Laws and regulations 


Though China began to reform the gold market as early as 2001, the related laws and 
regulations to standardize its operations are still lagging behind somewhat. Currently, the 
related laws and regulations include the Law of the People’s Bank of China, the Regulations 
of the Peoples Republic of China on the Control of Gold and Silver, the Notice on the Related 
Problems in the Normalization of Gold Products Retail Market, as well as related transaction 
rules and regulations stipulated by the SGE. 


Regulations of the People’s Republic of China on the Control of Gold and Silver 


The State Council issued the Regulations in 1983 with the specific purposes of tightening 
control, guaranteeing demand for them in national economic construction, and banning 
smuggling and speculation. The Regulations stipulate that the state pursues a policy of 
unified control and monopoly purchase and allocation with regard to gold and silver. They 
also rule that all gold and silver earnings and expenditures of organizations should be 
incorporated into the state. They make clear that the competent state agency in all such 
matters is the People’s Bank of China, which is responsible for managing the state’s gold 
reserves; for the purchase, allocation and sale of gold; and for controlling the purchase, 
allocation and selling prices of gold in conjunction with the state agency responsible for 
commodity prices. The People’s Bank also works in conjunction with the relevant agencies 
to examine and approve the processing, dealing and retailing in gold and silver articles, and 
is responsible for inspecting and controlling the gold and silver market. The Regulations 
protect the possession of gold lawfully obtained by individuals, but prohibit any organizations 
and individuals within the PRC from using gold and silver to calculate prices, from 
engaging in private buying and selling of gold and silver, or from using them as a mortgage 
in respect of borrowing and lending. 
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The Regulations also stipulate that there is no limit to the quantity of gold that can be 
brought into the country. However, this must be declared at the time at the port of entry. 
Taking gold out of China requires a certificate issued by the People’s Bank of China or a 
declaration form at the time of entry. Gold jewelry to be carried out by tourists requires 
special invoices issued by the domestic units dealing in gold and silver articles; individuals 
are allowed to carry up to 1 Xang (31.25 grams) in gold jewelry out of China. There is no 
limit to the quantity of gold that can be imported as raw materials by foreign-capital 
enterprises and Chinese-foreign equity joint ventures, but export products containing a 
high percentage of gold require verification and approval from the People’s Bank of China. 


The Regulations are a legacy of the planned management of the gold industry and, as such, 
lag behind the current situation in the development of the market. With the further 
development of the gold market, it will be necessary to adapt the Regulations to the 
requirements of the new situation. 


Notice on the Related Problems in the Normalization of Gold Products Retail 
Market 


In October 2001, the People’s Bank of China, in conjunction with the State Economic and 
Trade Commission, the State Administration of Taxation and the State Administration for 
Industry and Commerce, issued the Notice on the Related Problems in the Normalization of 
Gold Products Retail Market, terminated the license system for retail business, and launched 
the approval system. After receiving the approval of their local bank, businesses involved in 
retailing gold products are granted Registration for the Approval of Gold Products Business. 
Such businesses are obliged to deal in gold products from designated suppliers authorized 
by the state. Auctions and exhibitions/fairs involving gold products must be approved by 
the local branch offices, management offices, central sub-branches in the capital cities, or 
Shenzhen Central Sub-branch of the People’s Bank of China. National or international 
gold exhibitions/fairs must be approved by the Head Office of the People’s Bank of China. 


In October 2002 and again in March 2003, the State Council cancelled certain administrative 
examination and approval items, and formally cancelled the majority of items covered 
under the following regulations: 


Regulations on the Control of Gold and Silver: Cancelled items include gold purchase license, 
approval of gold products production, processing and wholesale, approval of gold supply, 
approval of repair and renewal of gold jewelry, approval of waste gold recovery, approval of 
gold jewelry production, approval of the amount carried by units dealing in gold crossing 
provinces, and approval of import and export of gold and gold products. 


Notice on the Related Problems in the Normalization of Gold Products Retail Market: Cancelled 
items include approval of gold products auctions, approval of gold exhibitions/fairs held by 
organizations, approval of national or international gold exhibitions/fairs and approval of 
gold products retail. 
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These moves have the effect of making management legislation more responsive to changes 
in the gold market. 


Law of the People’s Bank of China 


On December 27, 2003, the Standing Committee of the National People’s Congress 
adopted the Decision about Amending the Law of the Peoples Bank of China and the 
amendment was formally implemented on February 1, 2004. The Law defines the status 
and function of the People’s Bank of China in the management of gold, stipulating its 
responsibilities as follows: first, to supervise and administer the gold market; second, to 
hold, manage and control the gold reserves; third, to inspect and supervise the conduct of 
the financial institutions and other organizations and individuals in implementing rules 
and regulations governing the management of gold. 


Rules and regulations of the Shanghai Gold Exchange 


The Shanghai Gold Exchange has issued 14 sets of rules and regulations designed to 
standardize market transactions and management, both on the Exchange and among its 
members. These include Measures for Membership Transfer, Rules for Gold Delivery and 
Clearing Rules for Spot Transactions. The adoption of these rules and regulations has 
guaranteed the improvement of the functions and operations of the Exchange. 


e Specialized development 


Given that the operation of the gold market has an undoubted connection to the safe and 
steady operation of the state’s finances, from the outset the authorities began to train the 
specialists required to manage such an important facet of financial management. Currently, 
the China Gold Association and the Expert Committee of Gold Investment Analysts 
Examination are responsible for the specialized management of the gold industry and for 
training and examining those employed in the industry. 


The China Gold Association is a self-regulating national, non-profit organization approved 
by the State Economic and Trade Commission and the Ministry of Civil Affairs. It is a legal 
entity comprising enterprises involved in the production, processing and distribution of 
gold, enterprises and public institutions related to the gold industry and other social 
organizations. It has a council of 288 members, of whom 92 are standing members. The 
Association manages and supervises gold production, processing and distribution and the 
activities of related organizations, promoting exchanges and cooperation within the industry. 
It also promotes domestic consumption of gold and widening the field of gold applications. 


In March 2005, national vocational qualifications for gold investment analysts came into 
existence. At the same time, the Expert Committee of Gold Investment Analysts 
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Examination, a legal entity authorized by the Ministry of Civil Affairs and under the 
guidance and supervision of the China Gold Association and the Ministry of Labor and 
Social Security, was established in Beijing to train and manage people involved in gold 
investments. Amongst other things, the Expert Committee takes charge of drawing up 
national standards for vocational qualifications; compiling the syllabus and appropriate 
textbooks; setting, supervising and marking examinations; undertaking and supervising 
industry-related research; organizing investment forums and symposiums; and other activities 
relating to the vocational training of gold investment analysts — all of which are vital for 
the further development of the gold industry. 


Gold investment analysts are divided into three grades — senior, intermediate and assistant 
— and the national professional standards clearly define the qualifications for each grade. 
The first national qualification test for gold investment analysts is scheduled to be held in 
2006. 


Operation of the gold market in 2005 
e Supply and demand 
Supply 


Gold supplies are divided into three categories: mineral, official reserves, and reproduction. 
Of these, mineral gold is the main source of supply to the gold market. 


In 2005, domestic output was 224.05 tons, 11.702 tons, or 5.51%, more than in 2004. 
From 2001 to 2005, the average growth rate of domestic gold production was 4.8%. 
Figure 11-1 shows annual gold output from 1997-2005. Since 2003, domestic production 
has exceeded 200 tons. Annual output has increased 50-fold since the time of Liberation 
— from four tons in 1949 to the current 200 tons — owing to the reform of the gold 
industry and the application of new technologies and machines. Currently, with the price 
of gold continuing to rise in the world gold market, the increased profits to be had have 
encouraged enterprises to invest more in gold production, which is another reason for the 
steady increase in output. 


Figure 11-1: Gold output in China 1997-2005 (unit: tons) 
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Demand 


According to the World Gold Council, demand for gold can be divided into four major 
sources: central bank reserves, jewelry consumption, industry, and investment, with the 
principal demand coming from jewelry consumption. However, in recent years, with the 
development of science and technology and price fluctuations in the gold market, the 
demands from industry and investment demand have gradually increased. 


In 2005, domestic demand for gold rose to 253 tons, 19.1 tons (8.17%) more than in 
2004. At the same time, world demand rose to 3,754 tons, increasing by 7%. In China, the 
growth in demand was faster than the world average, and China became the third-biggest 
consumer of gold after India and the United States. In 2005, the rapid growth in demand 
in China was related to an upsurge in enthusiasm for different gold products and an 
increased consumption of gold jewelry. 


e Jewelry consumption: In 2005, the domestic demand for gold jewelry accounted for 
95.38% of the total gold demand for the year. The 241.4 tons that went into this 
category was 17.3 tons, or 7.7%, more than the demand in 2004. This increase was 
attributable, on the one hand, to the fact that steady growth in the Chinese economy 
had given residents more disposable income. On the other hand, gold prices at home 
and abroad had been on the rise, encouraging people to invest in gold jewelry as a hedge 
and increment. In addition, from 2004, changes to the RMB exchange rate have 
enlarged the range of fluctuation, which has, to some extent at least, encouraged 
investors to convert their foreign exchange into gold. 


e Industrial demand: This refers to the need for gold as a raw material in industries such 
as electronics and medicine. Although there are no official statistics for this, an analysis 
by GFMS shows that annual industrial demand is a little over 10 tons. A considerable 
proportion of industrial consumption, particularly in the electronics and computer 
industries, is imported, because the high-end components used by these industries 
require gold of a purity that is beyond our reach. 


e Investment demand: According to the World Gold Council, in 2005, the investment 
demand for gold in China was 11.7 tons, which accounted for 4.62% of the total 
demand for the year. This was 1.9 tons more than in 2004, an increase of 19.4%. The 
growth rate in demand for gold jewelry is far lower than that for investment demand. 


Since 2000, the percentage of demand for gold jewelry in the total demand for gold has 
decreased continuously while that of investment demand has risen (see Figure 11-2). This 
is a consequence of the continuous increase in international gold prices since 2002. 


The widening of the investment channels has further promoted the increase of the 
investment demand for gold. It should be pointed out that this phenomenon reflects the 
gradual improvement of the investment function of the gold market. 
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Figure 11-2: The demand for gold in China 2000-2005 (unit: tons) 
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Demand of central bank reserves: From 1949 to the 1980s, Chinas gold reserves were largely 
reliant on mineral gold. After the 1980s, the reserves were maintained at the level of 12.67 
million ounces. In 2001, the central bank reserves increased to 16.08 million ounces and, 
from 2002 to 2005, these have stabilized at 19.29 million ounces, which means that the 
reserves have not contributed to the increase in demand. 


e Gold transactions on the SGE 


Transaction amount and volume 


In 2005, the turnover of gold on the SGE was 906.42 tons, 241.11 tons, or 36.24%, more 
that the previous year. The turnover of Au99.99 and Au99.95 was 137.63 tons and 606.35 
tons respectively. The turnover of spot Au(T+5) installment was 0.36 tons; for Au50g gold 
bar it was 0.19 tons; and for spot T+D delayed delivery it was 161.89 tons. The average 
daily turnover was 3.7 tons, an increase of 40.74% over the previous year. Since 2003, both 
the total turnover and the average daily turnover have been on the rise. The price formation 
function of SGE has been gradually improving. 


In 2005, the transaction volume was 106.976 billion yuan, 33.879 billion, or 46.35%, 
more than 2004. Transaction volume grew at a rate 10% more than that of turnover. The 
volumes of Au99.99 and Au99.95 were 16.2237192 billion yuan and 71.1037889 billion 
yuan respectively. The transaction volume of spot Au(T+5) installment was 41.5569 
million yuan; that of Au50g gold bar was 21.8909 million yuan; and for spot T+D delayed 
delivery it was 19.5845983 billion yuan. The increase in volume in 2005 was, of course, 
due to the enlargement of the market in which the rise of the domestic gold price was a 
major contributor. An 11% rise in gold prices on the international market stimulated 
domestic gold transactions. 
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The appearance of the financial functions of gold investment 


Since the opening of the Exchange, the main participants have been the self-supporting 
members. However, with the enlargement and increasing influence of gold transactions in 
investment markets, the participant base has begun to diversify, leading to a reduction in 
the percentage of self-supporting transactions. Of the total turnover of 906.4 tons in 2005, 
self-supporting turnover claimed 566.1 tons, 62.45% of the total transaction volume. The 
balance was claimed by agency turnover. The ratio of the self-supporting turnover to 
agency turnover was 1.66:1. However, self-supporting turnover was down by 14.31% and 
3.98% respectively on the figures for 2003 and 2004, which reflects the fact that participants 
have begun to invest in gold on their own initiative. 


The link between domestic and international prices 


In 2005, the price of Au99.95 rose from 114.76 yuan/gram to 133.39 yuan/gram, an 
increase of 16.23%. During this period, the highest price was 139.15 yuan/gram, the 
lowest was 110.40 yuan/gram and the weighted average was 117.26 yuan/gram, 7.53 
yuan/gram higher than in 2004. With exchange-rate conversion, domestic gold prices are 
closely linked to international prices and follow similar trends. The gap between domestic 
and international prices was no more than 0.5%. The price of platinum products on the 
Exchange was also closely linked to international prices. 


The way to internationalization in transaction services 


In 2005, the Exchange made progressive improvements to its transaction services through 
measures such as adjusting the margin rate, which results in a reduction in cost and an 
increase in efficiency. Unlike other commodities, the gold price is mainly determined by 
the international market. However, the free convertibility of domestic currency is an 
important condition for the full internationalization of the gold market, and this has yet 
to be achieved. Therefore, improving the timeliness of the gold transactions is one way in 
which the market can be improved. In November 2005, the Exchange formally introduced 
night transactions, taking a significant step towards integrating with the international gold 
market, which reduces risk for domestic investors, strengthens relations with the international 
market and plays a positive role in enabling investors to keep pace with rapid pricing 
trends, guiding capital flow and improving development of the market. 


Problems 


In 2001, China entered the WTO, making a commitment to open its financial market in 
2006. In this context, the opening of the gold market has important implications in that 
it can quicken the pace at which information is transmitted and adjust prices accordingly. 
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It can reduce transaction costs, increase the efficiency of resource allocation and improve 
national capabilities in defending against sporadic political, economic and financial risks. 


The opening of the gold market by degrees will provide useful experience for the opening 
of the financial market. However, there is still a large gap between the current development 
of the gold market in China and the mature international gold market, as the following 
will demonstrate. 


e Market closed, participation limited 


Since the establishment of the Shanghai Gold Exchange in October 2002, though the scale 
of the Exchange has gradually enlarged, the necessary laws and regulations have not kept 
pace. All of the 108 members of the Shanghai Gold Exchange that are involved in the 
commercial side of the industry — commercial banks, enterprises involved in gold 
production, smelting and processing and the like — are inland members. However, of 
those members involved in gold investment only a few are inland members. 


e Products lack diversity, transaction costs too high 


Currently, the Exchange has products for spot transactions and transfer-delivery transactions 
but lacks derivative products, such as futures or options, and the support of the gold lease 
market. The lack of transaction products inhibits investors from entering the gold market, 
hinders the development of market scale, and weakens the market functions of price 
discovery and risk hedging. 


Compared with the overseas gold markets, transaction costs are too high, as are those 
associated with storage, transportation and delivery commissions. Although the Au(T+D) 
transfer-delivery transaction is fundamental to margin transactions, the high postponement 
compensatory charge and overdue compensatory charge are a burden to participants. 


e Small market scale 


In 2005, the gold transaction turnover of the London Bullion Market (LBM) was 360 
thousand tons, with a transaction volume of US$1,700 billion. By contrast, the transaction 
turnover of China’s gold market was only 906.42 tons, with a transaction volume of 
106.976 billion yuan. Furthermore, turnover and volume on the Shanghai Gold Exchange 
is calculated on the basis of bilateral computation. Even so, turnover on the SGE was, at 
only 0.25% of that of the LBM, really insignificant. Compared with other domestic 
financial markets, the development of the gold market is still in its infancy. For instance, 
the transaction volume of the gold market equates to only 3.38% of the domestic 
transaction volume of the stock market. 
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e Financial investment function not fully leveraged 


Measured by volume, the Au99.95 spot transaction was the best seller (with 66.5%) of all 
products in the Shanghai Gold Exchange in 2005; this was followed by T+D, with 
18.25%. From the distribution of the popular products, we can see that the gold market 
is seen by both buyers and sellers as a place to conclude spot transactions and, as such, the 
function of price formation emerges gradually. 


On the other hand, the cumulative total delivery volume in 2005 was 275.18 tons, an 
increase of 35.97% over the previous year. The rise in delivery volume is a clear indication 
that the status of the SGE, the only legal venue for centralized gold transactions in China, 
is also rising and its influence is becoming stronger. But the delivery rate, at 60.72%, was 
a lot higher than the world average, and indicates that participants are mainly involved in 
spot transactions, with few gold investors, which reflects the immaturity of the domestic 
market. 


e Policies and regulations needed 


At present, there are no definite policies or regulations imposed on the enterprises in the 
secondary gold market, which has delayed the process of market development. The present 
laws and regulations are far from being sufficient for the needs of the market. 


e Slow internationalization process 


The level of internationalization in the gold market is low. Firstly, the participants are 
mostly domestic institutions. International investors have no access to the market and 
domestic investors lack proper channels to participate in international transactions. Secondly, 
the import and export of gold is still a novelty in China, and effective communication 
between domestic and international markets is lacking. Thirdly, there is still a gap between 
the domestic market and the international market in transaction products, invoicing 
currency and transaction times. 


Prospects for China’s gold market 


It has been more than three years since the establishment of the gold market in China. 
Though it has developed rapidly, it still lags far behind what is required for the development 
of the economy as a whole. In September 2004, the president of the People’s Bank of 
China, Zhou Xiaochuan, pointed out that the gold market needed to be transformed in 
three respects: from merchandise-oriented to finance-oriented transactions; from spot- 
oriented to future-oriented transactions; and from domestic-oriented to international- 
oriented transactions. In doing so, he pointed to the future direction of development for 
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the gold market. With these strategic transformations, in the next few years the gold 
market will surely have a boom in investment products, investment subjects, legislation 
and transactions. 


e Diversify investment products, introduce gold futures, and 
improve the investment function 


Currently, the main products of the Shanghai Gold Exchange are spot transaction products 
and transfer delivery of T+5 and T+D. The lack of investment products and restricted 
access have limited the growth and investment function of the market. It is necessary, 
therefore, to introduce derivative products such as gold futures to attract investors, one of 
the major tasks in the future development of the market. 


Gold futures emerged in the 1970s. Since then, the world gold futures market has 
developed rapidly, and the turnover has risen accordingly. Currently, 95% of world gold 
transactions are financial investment transactions for hedging risk and speculation, and 
most are futures transactions. 


To promote the reform of the financial system, some developing countries have also 
introduced futures businesses. For instance, the Istanbul Gold Exchange in Turkey was 
established in 1955, using precious metals (standard gold, non-standard gold, silver and 
platinum), gold futures and options, precious metal loans, and so on as investment 
instruments. In February 2002, India’s Cabinet Committee on Economic Affairs approved 
the futures business involving 54 products, including gold. 


The historical development of the gold futures business in both industrialized and developing 
countries has provided some valuable experience for similar development in China. The 
opening and marketization of the financial market, coupled with the violent fluctuation of 
gold prices in recent years, make such development more urgent and more necessary. 


e Opening the market to specialized investment institutions and 
foreign investors 


Currently, the SGE has 128 members, all of whom are domestic enterprises. The gold 
market, in essence, is global and open. So, in keeping with the policies of reform and 
opening, it is necessary for the further development of the market to introduce foreign 
investors as soon as possible. At the same time, domestic institutions should be permitted 
to set up gold investment funds, be they public or private, establishing them as important 
subjects in the market. 
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e Improve legislation 


Currently, the biggest obstacle in the way of development in the market is the lack of 
appropriate regulation. The Regulations of the Peoples Republic of China on the Control of 
Gold and Silver have remained in place, without modification, since 1983. Under these 
Regulations, no institution or individual is allowed to sell and buy gold freely, which is 
clearly going against the tide of the times. The Regulations must be amended as soon as 
possible. To leave things as they are will greatly undermine the enthusiasm of investors and 
hinder the spread of the concept of gold as an investment. 


